Coincidence of Housing Downturns and Recessions
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Motivation
• Synchronized movements in housing markets appeared to play an important role during the global financial crisis  Highly synchronized housing booms coincided with strong economic growth prior to the global financial crisis… Synchronized housing busts were accompanied by deep recessions and financial disruptions since 2007
• Leading to questions about the extent and determinants of 5 synchronization in housing markets…
Objective: Two Questions
• How synchronized are housing cycles across countries?
• What are the main shocks driving movements in global house prices?
A Vast Literature…
• A number of empirical papers on the sources of house price movements at the country level U i b f th d l i i l di VAR FAVAR • Using a number of methodologies, including VAR, FAVAR, GVAR, and Dynamic Factor models
• Employing various identification schemes to evaluate the importance of a wide range of shocks
• And reporting numerous results…
Limited Knowledge… Three Major Challenges
• Treating interest rate shocks as "monetary policy shocks" in VARs with recursive identification… Big discussion on the role of monetary policy in driving the housing boom (AssenmacherWesche and Gerlach 2010; Calza and others 2009; Goodhart and Hoffmann 2008; Wesche and Gerlach, 2010; Calza and others, 2009; Goodhart and Hoffmann, 2008; Cardarelli and others, 2008; Gupta and others, 2012) • Considering shocks with no "structural interpretation" in GVARs • Often excluding global considerations despite the synchronized nature of house prices
How to approach the two questions?
• Focus on the role of "global" shocks in driving "global" house prices
• Employ different types of identification schemes to understand the sources of house price movements using FAVAR models • What are the main shocks driving global house prices? (Recursive identification)
• What are the main shocks driving global house prices?(Identification with sign restrictions)
• Conclusion
• House Prices and Current Account Movements

Synchronization of House Prices Over Time
• Analyze the degree and evolution of synchronization of house prices over time using various metrics 
Outline
• Dataset and Methodology
• What are the main shocks driving global house prices? (Recursive identification)
• House Prices and Current Account Movements
Methodology
• Estimate FAVAR models to analyze the importance of various shocks that could explain fluctuations in house prices ….
where y t is an m×1 vector of variables at date t, A 1 is an m×m coefficient matrix for each lag of the variable vector with a (0) being the constant term, and m is the number of variables in the model. u t is the vector of one-step ahead prediction error. With the lag length, l kept at four
,…, , and l=1,…,L
• Two types of FAVAR models 1. contains only the estimated global factors. 2. Mostly includes a mix of the estimated global factors and some country specific variables, such as default rate, and spreads.
Identification of Shocks -Recursive
• Standard recursive (Cholesky) decomposition  Interpret as a preliminary investigation of potential sources for synchronization  Not structural interpretation p  Allow us to interpret the common results in the literature  Motivate the more structural approach
• The order of variables: output, house prices, interest rates, credit, and equity prices  motivated by the fact that real variables are likely to adjust slower than do  motivated by the fact that real variables are likely to adjust slower than do financial market variables, so the order is from most slowest temporal adjustment to the fastest 
Responses of House Prices to Interest Rate Shocks -G
Findings w/ Recursive Identification
• Global interest rate shocks have a significant but delayed impact on global house prices (surprise shocks to interest rates-which may be driven by markets or by monetary policy-affect the cost of borrowing; the impact varies across countries as mortgage-to-GDP ratio differs)
• Global credit shocks do matter as well but global income shocks whether earned or through portfolio (equity) have a muted impact on global house prices
• All four shocks (interest rate, credit, output, and equity) account for roughly half of the variation in house prices account for roughly half of the variation in house prices
• CAVEAT: All reduced form results… A shock here is a combination of many shocks… Useful to see as the literature focuses on these… But a more robust identification approach is needed
Outline
• House Prices and Current Account Movements
Identification of Shocks -Sign Restrictions
• 
Global Monetary Policy Shocks: Interpretation
• Global monetary policy shocks do not appear to have a significant impact on global house prices, in contrast to the result about global interest rate shocks
• Not all interest rate movements related to monetary policy… Interest rates can move unexpectedly due to changes in tax policies, policies with respect to debt accumulation, spillovers associated with international financial flows/crises
• The monetary policy part of the reduced form innovation to interest rates is not significant, but shocks stemming from the "non-monetary policy" part appear to be important • Given that the impact of shocks to output growth on house prices is modest (from the earlier exercise), the insignificant impact of productivity shocks on house prices is not surprising either either
Global Credit Market Shocks: Identification
• Use the sign restrictions following Meeks (2012); a decline in credit supply  Credit falls; Credit Spreads rise; Default rates do not rise (credit supply shock; not an endogenous decline in credit due to lenders reducing di i i f i i f d f l credit in response to expectations of an increase in future default rates; derived using a costly state verification model)
• The order of variables: credit spread, inflation, short-term interest rates, output, house prices, credit, default rate • More frequent and larger shocks to credit supply and demand at the national level than the global level… Credit demand shocks play a role in driving house prices (Eickmeier, Gambacorta, Hofmann, 2012) Global Uncertainty Shocks: Identification
Responses of House Prices to Credit Market Shocks
• Use the approach in Bloom (2009)  Macroeconomic uncertainty can have an impact on output through demand and supply channels.  Financial market imperfections can amplify the negative impact of uncertainty p py g p y  Uncertainty is assumed to be exogenous (similar to productivity in some applications) and proxied by stock market volatility of the G-7 countries
• The order of variables: equity prices, uncertainty, the shortand long-term interest rates, house prices, inflation and output 
Responses to Global Uncertainty Shocks
Global Uncertainty Shocks: Interpretation
• Reduce output and interest rates for the full sample period and globalization period: Consistent with Bloom (2009) and Leduc and Liu (2012) Th i t f t i t h k l b l h i i • The impact of uncertainty shocks on global house prices is positive and significant during the globalization period for the G-7 countries
• When there is heightened uncertainty in a risky asset (equities), people substitute into an asset (housing) that is perceived to be relatively safer …house prices are generally less volatile (or safer) than equity prices during the globalization period equity prices during the globalization period
• Positive uncertainty shocks are associated with a decline in interest rates… Declines in interest rates tend to increase in house prices • Conclusion
